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Income Tax Problems in Real Estate
By: Lois C. Mottonen
Internal Revenue Service Cheyenne, Wyoming

This discussion will be limited to two or
three aspects of real estate taxation resulting
from current trends in American living. Our
present culture is identified with a tremendous
increase in population and movement of our
people from one locality to another. These
things cause many problems in real estate tax
ation.
Our population explosion created a need
for thousands of homes, businesses, factories,
and other buildings. The necessary building
programs can progress only if there is capital
to finance them. Recently, obtaining money
for mortgages and financing has been difficult.
One evidence of the shortage of funds is the
concerted effort being made by many savings
and loan associations and other financial groups
to attract capital. Newspaper readers and TV
viewers have been subjected to an intense
advertising campaign. People with money
to invest are invited to deposit their money
with this or that organization and, in return,
are promised a higher rate of interest—besides
receiving some special prize such as a free
teakettle, set of silverware, saucepans, etc.
Congress, too, has been aware of the need
for developing incentive for real estate invest
ment. In September, 1960, Congress enacted
legislation specifically designed to encourage
small investors to invest in real estate through
unincorporated associations and trusts taxable
as corporations. Since the legislation applies
only to taxable years beginning in 1961 or
later, discussion of it now seems appropriate.
The legislation gives, to those trusts meeting
certain requirements, a tax break similar to that
given persons who pool their funds in a
company which invests in stocks or bonds.
Income from real estate investments by a
corporation or a trust taxable as a corporation
ordinarily has been taxed twice—once at the
corporate level and once when distributed to
individuals. Income of a qualified real estate
investment trust, on the other hand, is taxed
only once, if it is distributed according to the
new tax law.
The legislation enacted consists of three
new sections added to the Internal Revenue
Code—Sections 856, 857, and 858. I have
summarized a few of the comments from the
Committee Report issued by the House of
Representatives concerning these new sections.
The bill was designed to provide sub
stantially the same tax treatment for qualified
real estate investment trusts as the present
law provides for regulated investment com

panies. The committee felt that the equality
of tax treatment between the shareholders of
real estate investment trusts and the share
holders of regulated investment companies
was desirable since, in both cases, the methods
of investment constitute pooling arrangements
whereby small investors can secure advantages
normally available only to those with large
resources. These advantages include the
spreading of risk of loss by greater diversifica
tion of investment, which can be made through
pooling arrangements; the opportunity to
secure benefits of expert investment counsel;
and the means of collectively financing projects
which investors could not undertake indi
vidually.
Enactment of this legislation was particularly
important because of the shortage of private
capital and mortgage money for individual
homes, apartment houses, office buildings, fac
tories, and hotels. Presently, the financing of
real estate equities and mortgages is largely
dependent on Government guaranteed money
and investments by special groups, such as
insurance companies and pension trusts.
The bill made, as much as possible, the
requirements and conditions now applicable
to regulated investment companies applicable
to the real estate investment trusts. The Com
mittee drew a line between passive invest
ments and the active operation of a business.
It extended the regulated investment company
type of tax treatment only to income received
from the passive investments of real estate
investment trusts.
Real Estate Investment Trusts
In general terms, a real estate investment
trust is an unincorporated trust or association,
which would be taxable as a domestic cor
poration in the absence of the new law, meet
ing certain general requirements and, in addi
tion, meeting a series of requirements as to
amounts of various types of gross income and
as to types of investments.
General Requirements
Management must be vested in one or more
trustees. The beneficial ownership of the trust
or association must be evidenced by trans
ferable shares or by transferable certificates.
No property may be held primarily for sale to
customers in the ordinary course of business.
These three conditions must be met during
the entire taxable year.
The law also provides that beneficial owner
ship of real estate investment trusts must be
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These requirements actually mean that
75% of the trust’s income must be from
real property and the other 15% either
from real property or from sources from
which a regulated investment company
is required to derive most of its income.
3. 30% Test—The third income requirement
is concerned with relatively short-term
gains from the sale or other disposition
of property. This test provides that gains
on securities held for less than six months
and gains on real property held for less
than four years must represent less than
30% of the trust’s gross income. Losses
from the sale or other disposition of stock
or securities are not considered in the
computation.

held by 100 or more persons during at least
335 days of a taxable year of twelve months.
The trust, apart from the nature of its gross
income, must not be a personal holding com
pany—that is, no five individuals may directly
or indirectly own more than 50% of the trust
during the last half of the trust’s taxable year.
The trust must also elect to be treated as a
real estate investment trust. Even though the
trust satisfies the other requirements of the
new Code sections, it will not be taxed as a
real estate investment trust unless it so elects.
There is a similar provision requiring a regu
lated investment company to make such an
election. The regulations with respect to
regulated investment companies state that
the election must be made by the taxpayer by
computing income as a regulated investment
company in its return for the first taxable year
for which the election is applicable. No other
method of making the election is permitted
and the election is irrevocable. Similar rules
will probably apply to real estate investment
trusts, although Regulations have not yet been
approved.

Investment Requirements
Investment requirements of the trust must
meet two tests. The first test assures that the
bulk of the trust’s investments is in real
estate. It requires that 75% of the value of
the assets be in real estate assets, cash and
cash items (including receivables), and
Government securities, at the close of each
quarter of the taxable year. The second test
is designed to provide diversification in any
of the trust investments other than the real
estate assets. This test requires that the value
of securities, other than Government securities,
of any one issuer held by the trust at the close
of each quarter may not exceed 5% of the
trust’s total assets and also may not exceed
10% of the outstanding voting securities of
the issuer.
One of the principal purposes in imposing
restrictions on types of income of a qualifying
real estate investment trust is to be sure that
the bulk of its income is from passive income
sources and not from the active conduct of a
business. This, for instance, accounts for the
limitation in the general provisions providing
that the trust must not hold any property
primarily for sale to customers in the ordinary
course of business. This aims to restrict the
income of the trust to that of a passive nature.
Further restrictions are provided in the
definition of rental income of a trust. This
definition is important because such rents are
one of the principal types of income allowed
under the 90% and 75% gross income tests.
Rental income from real property cannot
include amounts received from such property
where the determination of the amount de
pends in whole or in part on the net income
or profits derived from the property. This
assures that no profit sharing arrangement
will, in effect, make the trust an active par
ticipant in the operation of the property.
However, rental may be based on a fixed
percentage of receipts or sales since this is a

Gross Income Requirements
The income requirements, all of which must
be met for the taxable year by a qualified real
estate investment trust are divided into three
categories.
1. 90% Test—The first of these tests pro
vides that 90% or more of the trust’s
gross income must be the type specified
in the Code. The sources of income in
clude dividends; interest; rents from real
property; gains from the sale or other
disposition of stocks, securities, and real
property; and abatements and refunds of
taxes on real property. This corresponds
substantially with the 90% test applied
to regulated investment companies in
which the company must derive 90% of
its gross income from dividends, interest,
and gains from the sale or other dispo
sition of stocks and securities.
2. 75% Test—The second income test pro
vided for real estate investment trusts is
new. There is no corresponding provision
for regulated investment companies.
Under the test, at least 75% of the trust’s
income must, in one way or another, come
from real property. The types of income
within the 75% category include rents
from real property; interest on obligations
secured by mortgages on real property or
interests in real property; gain from the
sale or other disposition of real property,
dividends, and other distributions from
other qualifying real estate investment
trusts; and abatements and refunds of
taxes on real property.
4

holders as ordinary income. No dividend re
ceived deductions, credits, or exclusions will
be allowed for the portion of the trust income
received as dividends. Long-term capital
gains of the trust, to the extent they are
distributed, are taxed at the beneficiary level
as long-term capital gains rather than ordinary
income.

customary type of rental contract and is not
related to the profit or loss of the lessee.
The second restriction on the definition of
rents excludes amounts where the trust directly
furnishes or renders services to the tenants
or manages or operates the property. These
services can be rendered through an inde
pendent contractor, however. The independ
ence of the contractor is assured by providing
that the trust cannot receive any income from
the contractor. The contractor may not own
more than a 35% interest in the trust and not
more than 35% of the stock of a corporate
contractor can be held by a person or persons
holding a 35% or greater interest in the trust.
A third restriction excludes from the defini
tion of rents amounts received from any per
son if the trust has an interest of 10% or
more in the stock, assets, or profits of that
person.

Liquidation of a Real Estate
Investment Trust
Since a real estate investment trust would be
taxed as a corporation except for the rules in
Code Sections 856, 857, and 858, the rules
applicable to corporate liquidation also apply
to the liquidation of these trusts. Amounts
distributed in complete liquidation of the trust
are treated as full payment in exchange for
the stock. The distributions are, therefore,
subject to the capital gain and loss provisions
to the same extent as any domestic corporation.

Method of Taxing Real Estate
Investment Trusts
A real estate investment trust which dis
tributes at least 90% of its real estate in
vestment trust taxable income for the year,
exclusive of net long-term and short-term
capital gains, and without the deduction of
dividends paid, is in effect taxed only on the
retained earnings, if it so elects. The distrib
uted earnings are taxed to the shareholders
and the trust is allowed a dividend paid de
duction. The corporate tax rates are imposed
on any earnings not distributed.
The taxable income for the real estate in
vestment trust is adjusted as follows:
1. The excess of net long-term capital gain
over net short-term capital loss is ex
cluded.
2. The special deduction for partially tax
exempt interest, dividends received, and
dividends paid on certain preferred stock
of public utilities are not allowable. The
deduction provided by Code Section 248,
relating to organizational expenditures, is
allowable.
3. The net operating loss deduction is not
allowed.
4. The deduction for dividends paid (as
defined in Section 561) is allowed but
must be computed without regard to the
capital gains dividends.
5. Taxable income must be computed with
out regard to annualizing the taxable in
come for a short period even though it
results from a change of accounting
period.

Records to Be Maintained by a Trust
The Code sections providing for real estate
investments trusts expressly state that it may
not be a personal holding company. Under
corresponding regulations applicable to a
regulated investment company, the Commis
sioner’s regulations require such a company to
maintain, in the district in which it is required
to file its income tax return, permanent records
showing actual ownership of its stock. For the
purpose of determining whether a regulated
investment company is a personal holding
company, its permanent records must show
the maximum number of shares to be con
sidered as actually or constructively owned by
each of the actual owners of the stock at any
time during the last half of the company’s
taxable year. Similar records will probably be
required for real estate investment trusts.
We have discussed a problem resulting from
the population growth. Now let us consider a
problem resulting from the mobility of our
population. Studies of American family life
show that one of every five families moves
each year. Many of these families own a
personal residence or other real estate. Sooner
or later, the family will face a problem con
cerning a casual sale of real estate.
Take, for instance, the family who owns a
home. Ownership of this residence can lead
to a multitude of tax problems. Suppose an
executive is transferred to one city from an
other. He may decide to keep his home for
rental or investment, or he may decide to sell
it. Either way, he is faced with a tax problem.
If he decides to keep the home and use it
for rental purposes, he must maintain records
to show his income and expenses each year.
These items must be reported in Schedule G
of the Form 1040. Actually, the tax problems

Taxation of Shareholders of Real Estate
Investment Trusts
The income from the trust which is dis
tributed will become taxable to the share
5

sale—he buys and occupies another residence,
the gain is not taxed at the time of the sale
if the cost of the new residence equals or
exceeds the adjusted basis of the old residence.
Exceptions to this two-year rule are made if
the taxpayer builds a residence or has been
called to active duty in the Armed Forces.
It is important to remember that the tax
gain is only postponed, it is not forgiven. Any
gain not taxed in the year of sale is subtracted
from the cost of the residence acquired to
replace it, giving a lower basis to be used in
the event of a later sale.
If the taxpayer sells his old residence at a
gain and the adjusted sale price exceeds the
purchase price of the new home, the gain
taxed in the year of the sale is limited to the
lesser of (1) the gain realized on the sale of
the old residence, or (2) the excess of the
adjusted sales price of the residence over the
cost of the new one.
If the taxpayer sells a residence on which
there is a taxable gain, he may elect to report
the sale on the installment basis if the selling
price is more than $1,000 and the payments
received in the year of the sale are not more
than 30% of the sales price. It is important to
remember that an election to report the gain
on the installment basis must be made in a
timely filed tax return. An election to report
such a sale on the installment basis cannot
be made after the due date of the return. The
validity of this regulation has been upheld
by the courts.
The interest received on the sale of the
residence would, of course, be included in
Schedule B of Form 1040 as taxable income.
Whenever a residence is sold or exchanged,
the details of the transaction must be reported
on Schedule D of Form 1040, or if the tax
payer chooses, he may use Form 2119, State
ment Concerning Sale or Exchange of Per
sonal Residence.
One other note of interest to those of you
who have real estate of your own—much
emphasis has been placed in recent weeks on
Civil Defense and plans for survival in the
event of war. The construction of bomb shel
ters by individuals to protect their families
has been urged by the Civil Defense organiza
tions. If you build such a shelter on personal
real estate, you may not claim the cost of this
as a tax deduction. While you may consider it
an ordinary and necessary expense, the Gov
ernment in Internal Revenue Service news
release 372 stated that it did not believe it
to be an ordinary and necessary business ex
pense and, therefore, no deduction is allow
able.

involved in reporting income and ordinary
expenses of the upkeep of the property do not
present difficult tax problems. However, the
problem of depreciation is a little more diffi
cult. To compute depreciation correctly, the
taxpayer must compare the fair market value
of the property at the date of the conversion
with the adjusted basis of the property. If the
fair market value is less, the basis for deter
mining depreciation is the fair market value
at the time of conversion. It is probably ad
visable for any taxpayer converting property
to rental use to establish a fair market value
by a competent appraiser. This will preclude
much difficulty if the taxpayer is called upon
by the Government to establish its value later.
The fair market value of the property be
comes important for another reason; when the
taxpayer decides to sell property which has
been converted to rental, he must use the
lesser of the fair market value at the date of
conversion or the adjusted basis. Of course,
depreciation claimed during the rental period
must be considered in determining the gain
or loss. If the sale results in a loss, the tax
payer must use the fair market value at the
date of conversion. If the sale results in a gain,
the taxpayer uses the adjusted basis at the
date of conversion. If, by using the fair market
value, a gain results and if, by using the ad
justed basis, a loss results—there is neither a
gain or loss to be reported for income tax
purposes.
Although there is a conflict between the
Circuit Courts as to whether the loss from
such a sale is fully deductible in the year of
the sale, the Revenue Service has taken the
position that the loss is fully deductible in the
year of the sale and it should be shown that
way when filing the return.
The fact that property has been abandoned
as a residence and offered for sale or rent may
not be sufficient to warrant the deduction of a
loss on its sale. The property must actually
have been rented so that a new basis for
gain or loss can be established and so that it
can be shown that the loss was sustained as
a result of a profit inspired motive. A decline
in value during the period while the owner
is trying to sell the property is a loss incident
to personal use and is not deductible.
Let us consider for a moment that the tax
payer decides not to keep his home for rental
use but decides to sell it. If the sale results in
a loss, he cannot claim the loss for income
tax purposes.
If the taxpayer sells his residence at a gain,
the gain is taxable. If the house was held for
more than six months, he will be entitled to
long-term capital gain provisions. However,
if—within the two-year period commencing
one year before and ending one year after the

From a speech to the joint meeting of the
Wyoming and Colorado Societies of CPAs and
also before the Cheyenne Board of Realtors.
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